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Financial Highlights

For the three years ended March 1, 2003

Pier 1 Imports, as one of North America’s largest specialty retailers of unique decorative home furnishings, gifts and related
items, achieved record sales of over $1.7 billion and record net income of over $129 million in fiscal 2003. Pier 1 directly
imports from over 40 countries around the world, displaying merchandise in a visually appealing setting in stores through-

out the United States, Canada, Puerto Rico, the United Kingdom and Mexico.
2003 2002 2001

(§ in millions except per share amounts)

For the year:

Netsales . ... $1,754.9 $1,548.6 $1,411.5
Grossprofit ........ ... ... 753.4 649.8 594.5
Operating eXpenses . ..., 548.8 4909 429
Operatingincome ............oo i 2047 158.8 1515
Nonoperating, (income) and expenses, net .................... 0.7) 0.2) 13
Income beforeincometaxes ................. ... ..ol 205.4 159.0 150.2
NEetinCOME . . ..o $ 1294 $ 100.2 $ 947
Basicearnings pershare ............... ... ..o $ 139 $ 106 $ 98
Diluted earnings pershare ........... ... ... ... $ 136 $ 104 $ 97
Weighted average diluted shares outstanding (millions) ....... 95.3 96.2 98.0
Increase in comparable storesales M ................ ... ... 4.7% 4.5% 7.8%
At year-end:

Number of stores worldwide @ ... ... ... ...... ... ... . ..., 1,074 974 899
North American retail square feet (millions) ® ................. 7.7 6.9 6.3

(1) Stores included in the comparable store sales calculation are those stores that were opened prior to the beginning of the preceding fiscal year and are still open, including
qualifying relocated stores. For further explanation regarding the calculation of comparable store sales, see Critical Accounting Policies in Management's Discussion and
Analysis of Financial Condition and Results of Operations. Comparable store sales amounts reflect a 52-week comparison for all periods presented. All other fiscal 2001
data includes 53 weeks of operations. For an explanation regarding the fluctuation in comparable store sales increases from year io year, refer to Management’s Discussion
and Analysis of Financial Condition and Results of Operations for those years.

(2) Worldwide store count at fiscal 2001 year-end includes the acquisition of Cargo Furniture, Inc. on February 21, 2001. Results of operations for fiscal 2001 were not affected
by this acquisition. By fiscal 2002 year-end, all Japan locations had been closed.

(3) North American retail square footage includes Pier 1 Imports

’

locations throughout the United States and Canada, along with Cargokids stores.
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To Our Shareholders

Pier T Imports celebrated 40 years in business this year and opened the 1,000"

Pier 1 store. I am very proud of that achievement and of our associates’
contributions to the positive changes that have made Pier 1 a nationally recog-
nized brand for casual home furnishings and gifts. Consumers continue to
discover that Pier 1’s unique merchandise offers design, style and quality — at
a value. Pier 1 Imports is a recognized place to shop for every occasion and for
every room in the home, with casual home furnishings, decorative accessories,

housewares and gifts.

Without question, last year was a challenging year for all businesses, and retail
was no exception. The market weakness that began in 2000 has lasted much
longer than everyone expected. An unstable economy, dockworkers’ strike, harsh
winter weather across the country, and threats of war and domestic terrorism
made retailers cautious about many things, including sales forecasts, inventory
levels and capital spending. Consumers, like businesses, were increasingly
cautious about the short-term outlook — that has now extended into a
longer-term view. However, Pier 1 continues to do as well as, or better than,

many other retailers.

With all of the recent economic weakness, interest rates dipped to a 40-year low,
and home purchases and refinancing loans continued at record pace last year.
Customers continued to spend on their homes, supporting the “nesting” and
“cocooning” trends that intensified after September 11, 2001. Our customers,
more than ever, enjoy spending time close to home with family and friends, and
we believe that Pier 1 is the store people come to for unique merchandise with
exceptional quality, style and value. Pier 1 stores are also the most comfortable
and convenient place to shop for exclusive, private-label home furnishings,

housewares and gifts throughout North America.

Notwithstanding all of the difficulties last year, calendar 2002 and our fiscal year

2003 that ended March 1, 2003 was an extraordinary year for our Company. We
achieved greater sales and earnings than at any time in the history of the
Company. Net income grew by an exceptional 29.1% to $129 million, up from
$100 million in fiscal year 2002. Diluted earnings per share for the year were $1.36
compared to $1.04 a year ago. Sales for fiscal year 2003 amounted to $1.75 billion,
up 13.3% from the prior year, and comparable store sales grew by 4.7%.
Merchandise margins were 55.3% for the year compared to last year’s 54.2%, and
gross profit grew to 42.9% of sales. We also leveraged selling, general and admin-
istrative expenses to 28.6% of sales compared to 28.9% in the prior year. With
strong execution of our business plan, operating margins grew to 11.7% of sales
for the year. In addition to our solid profitability, we focused on investment
returns and cash flow generation. In fiscal 2003, we generated a return on average
shareholders’ equity of 21% and a return on average total assets of 14%. Our
plans over the next few years are to internally fund our growth and to continue

to increase value to our shareholders.

We believe the Cargokids chain
of children’s home furnishings stores,
which we acquired in February 2001,

will help add value as a new growth

concept. Although small, it is already
a trusted brand among consumers.
Our retail experience and synergies
in product sourcing, store design,
distribution and marketing should

make Cargokids a great fit.

Our On@o»im store in Hurst, Texas.
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Given the size of our growing organization, it was obvious that the time was
right to build our own facility. We feel that it is important to the successful
plans and future of our Company to operate in a world-class facility for the
benefit of current and future Pier 1 associates. We plan to move to the new
location in the fall of 2004.

The primary goal of this past year’s marketing plan was to increase brand awareness
and customer visits to our stores. The use of integrated media and communications
attracted new customers while increasing visits among core customers. National
television advertising and the national newspaper insert program served as mass
reach vehicles. Television communicated the benefits of the Pier 1 brand to cus-
tomers who are interested in creativity and self-expression, while newspaper
inserts promoted sale events to drive traffic to our stores. Customer Relationship
Marketing (CRM) enabled us to target segments of our customer base with
exclusive incentives and special offers. The aid of technology and software has
provided us with additional insight to our customers’ preferences and shopping
behavior. We also communicate with specific customer groups via direct mail

and e-mail.

The Pier 1 Preferred Card continues to be widely accepted among our most

loyal customers. Sales from the preferred card represented 25% of our total store
revenue in FY03, and the average amount spent on the card remained at three
times that of a typical Pier 1 shopper using other types of currency. Our cus-
tomers also enjoy the new in-store payment capabilities that we added last year,
with 15% of our customers choosing to make their Pier 1 card payments directly
in the stores. Our website, Pierl.com, continues to be a valuable source of product
information, and also increases traffic to our stores by advertising our products,
sales events and the Pier 1 shopping experience. Our store associates report that

each day customers visit a Pier 1 store after researching an item on our website.

Also, our e-marketing efforts can be targeted
to reach over one million qualified customers
that we have in our database. These inte-
grated marketing initiatives have increased
brand awareness for our unique selling

proposition, and have resulted in significant

R O
J. £l .

o LY [N TSP

increases of new and existing customers

Nicholas, winner of the age seven-and-under
category in our 2002 Pier 1/UNICEF Greeting
Card Contest, with a blanket-size version of his

drawing, “A Blanket of Peace.”

shopping in Pier 1 stores.

Pier 1 Imports is proud to invest in the
communities which we serve, as well as the
international countries where we source merchandise. Our Company

associates have joined with me to support charities at the local, national and inter-
national levels, including the United Way, the Susan G. Komen Foundation and
UNICEF. We do this because we believe in “giving back” to the communities that
contribute to our success. Locally, we support the United Way through associate
contributions and 100% Company matching of contributions. On a natjonal level,
we support the Susan G. Komen Breast Cancer Foundation. Each year we sponsor
our associates who want to participate in Race for the Cure® events in over 110
cities in the United States. Additionally, we sup-
port this leading cancer research foundation
through the sale of our exclusive Komen Candle,
introduced each October during Breast Cancer
Awareness Month. Twenty-five percent of the pro-
ceeds from the sale of the candles are donated to

Komen for research to eradicate this life-threaten-

Twenty-five percent of the proceeds from NG disease. Last year, we gave the Komen
sales of our Komen Candle go to breast
cancer research.

foundation $176,000 from the sale of these candles.
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Our customers thrive on creativity. We are their
resource, their outlet for expression. They have a
bond with us ... and the strength of this type of
relationship is one that any brand would covet.

How did this relationship come about? Not
overnight, of course. And not by accident. It's the
result of numerous elements and strategies com-
ing together like a well-planned room. This
combination of strengths has helped Pier 1
Imports emerge as one of America’s premier
brands and one of the best retail stories in the
post-9/11 economy.

New sensitivities in this era bolstered a phenom-
enon that had been growing for more than a
decade. Consumers have focused on their homes
as sanctuaries from the harshness of the real

world. They are making their homes the most
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Where 1s 1t written that you
can't bring the outdoors 1n?
Whth so much to choose
rom, 1U's @asy ror our
customers to make the rules,

A TPlher 1| store fis e cullmiimattiion of alll things semsory, And he store environmment

fis ever-dhamging,

Onrr stromes diisiplay @ comstant flow of new producs and new ideas, products that dhange
with the seasoms and satisfy Hhe spiris off our edecic, intelligont custonmers.

Onr assortment s not just ever-dhanging, but alse offers our shoppers am impressive
sellection. Over 4,000 items stock our shelves. [t talkes many visits to see everything.
Amnd, fust when you think you have, i dhanges again.

Diespite the comstant dange, we never become over-dapendent on e hotfest new (rend
or passing fad., We are ffashion forwaird, but established in our own iradition of style.
Wihen planmning our store layouts, anthropological research and past sales history give us
thee imsiight to majp our stores, Thete fs a sirategy behind the placement of every candle,
@ reason for every display. Shoppers may not realize it, but our visual mendhandfising
strategies help them envision the products in thelr homes, We see the rewarrd fin our
Twom line. .
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Low interest rates have helped more Americans
achieve the dream of owning their own home
than ever before. According to statistics from the
U.S. Census Bureau, homeownership rates
increased to 68.3% for calendar 2002. The number
of people who own their own homes, 74.4 million,
is at an all-time high.

The total of Pier 1 Imports stores is also at a record

’

number — but we’ve proven to ourselves that
there’s plenty of room for growth by tapping into
new markets and adding successful stores to
existing markets. We opened our 1,000" Pier 1
Imports in fiscal 2003, and have stores in all 50
states. Our plans call for approximately 1,500 Pier 1

stores by the end of 2010.
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When a window becomes a
work of art, we know that our
customers see us as a reflection
of their style.

Strong relationships are based on good communications. The relationship the Pier 1 brand enjoys
with its customers is no exception. Our marketing and advertising efforts have won wide acclaim

trom industry observers — but more importantly, they have moved the needle in customer aware-
ness and sales.

Much of the key to our success is the planning and integration of all media and communications.
Brand-building messages combined with value-driven promotions build strength in traffic and
sales numbers. Our well-known television advertising delivers the one-of-a-kind attitude shared
by our customers through our current spokesperson, Kirstie Alley. The humor and fun of the

campaign have proven effective in breaking through the advertising “clutter” to gain attention,

se store traffic and build brand awarcness.
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While almost everyone knows our stores, our

products and our advertising, Pier 1 Imports’
financial strategy has been just as integral to

our success.

The guiding principle of this strategy is to achieve
sustainable, executable and profitable growth. We
monitor our sales and business daily, and use this
intelligence to guide our operations. Based on

40 years of experience, our goal is to build a plan to
sustain a compounded annual earnings per share
growth rate in the 15% range.

With almost $250 million in cash on hand at the
end of fiscal 2003 and little debt, we operate from
the strength of self-funding our growth. Our store
growth plans were achieved for fiscal 2003 with a
total of 125 stores opened Company-wide. During
fiscal 2004, we plan to open approximately 115 new
Pier 1 stores and 20 to 25 new Cargokids stores.
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Key Financial Statistics

For the five years ended March 1, 2003
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Pier 1 Imports, Inc.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Pier 1 Imports, Inc. (together with its consolidated subsidiaries, the “Company”)

is one of North America’s largest specialty retailers of unique decorative home
furnishings, gifts and related items, with over 1,000 retail locations in 50 states,
Canada, Puerto Rico, the United Kingdom and Mexico as of fiscal 2003 year-end.
The Company operates stores in the United States and Canada under the names
“Pier 1 Imports” (“Pier 1”) and “Cargokids!” (“Cargokids”). In the United Kingdom,
retail locations operate under the name “The Pier.” The Company directly imports
merchandise from over 40 countries around the world and designs offerings that
are proprietary to Pier 1 Imports. During fiscal 2003, the Company reported record
sales of $1,754.9 million and record net income of $129.4 million, or $1.36 per
diluted share. In February 2001, the Company formed a new subsidiary, New Cargo
Furniture, Inc., which acquired certain assets and assumed certain liabilities of
Cargo Furniture, Inc. and now operates under the name Cargokids. This 25-store
retailer and wholesaler of children’s furniture, gifts and accessories had no impact
on the Company’s fiscal 2001 operations as a result of the timing of the acquisition,
but is reflected in the Company’s fiscal 2003 and 2002 year-end balance sheets and

results of operations.

FISCALYEARS ENDED MARCH 1, 2003 AND MARCH 2, 2002

During fiscal 2003, the Company recorded net sales of $1,754.9 million, an increase
of $206.3 million, or 13.3%, over net sales of $1,548.6 for the prior fiscal year.
Comparable store sales for fiscal 2003 improved 4.7% over fiscal 2002. Net sales
consisted almost entirely of sales to retail customers, net of discounts and returns,
but also included delivery service revenues and wholesale sales and royalties
received from franchise stores and joint ventures. Sales by retail concept during
fiscal years 2003, 2002 and 2001 were as follows (in thousands):

2003 2002 2001
Pier 1 Imports stores ............ $1,677,050 $1,478,438 $1,363,197
The Pierstores ................. 51,470 43,445 39,190
Cargokids stores ................ 12,199 10,672 -
Internet ............ ... .. ... 6,380 3,370 1,853
Other ... ... .. ... ... . ... 7,768 12,631 7,258
Netsales..................... $1,754,867 $1,548,556 $1,411,498

(1) Other sales consisted of wholesale sales and royalties received from franchise stores, international
Joint ventures in Mexico and Puerto Rico, and Cargokids’ contract sales. Also included in amounts
from fiscal 2002 and 2001 were sales to the Company’s franchise stores in Japan. Fiscal 2002 results
include Cargokids dealer sales, which were discontinued in fiscal 2003.

The Company believes the increase in sales was a result of a number of factors,
including a value-oriented merchandise assortment at attractive price points, the
continued focus on customer service, a successful integrated marketing campaign
focusing on the customer and a continuation of the trend toward “cocooning”

which began after the events of September 11, 2001 when consumers began to focus
spending efforts on their homes. These factors resulted in increased traffic and
transaction counts for the year. The increase in retail sales during fiscal 2003 was
slightly offset by a reduction in sales as a result of the Company’s cessation of sales to
its venture partner in Japan and lower contract sales at Cargokids as management

shifted its focus to concentrate on retail sales.

The Company’s store expansion efforts also contributed to total sales growth during
fiscal 2003. The Company opened 114 and closed 24 North American Pier 1 stores
during fiscal 2003, bringing the Pier 1 store count to 1,000 at year-end compared to
910 a year ago. The Company also opened eight and closed one Cargokids stores and

opened three “store within a store” concepts at The Pier and in Mexico. Including
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Pier 1 Imports, Inc.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

(continued)

As a percentage of sales, selling, general and administrative expenses, including
marketing, improved 30 basis points to 28.6% in fiscal 2003 from 28.9% in fiscal 2002,
In total dollars, selling, general and administrative expenses increased $54.2 million
in fiscal 2003 over fiscal 2002. Expenses that normally increase proporticnately with
sales and number of stores, such as marketing, store payroll, supplies and equipment
rental, increased $39.7 million during the year, yet were comparable as a percentage
of sales. Store payroll and bonus increased $29.9 million and 25 basis points as a per-
centage of sales from fiscal 2002. This increase was attributable largely to an increase
in medical insurance costs and to slightly less leveraging of store payroll, primarily in
the fourth quarter of fiscal 2003 when comparable store sales gains were up 0.9% for
the quarter compared to 10.2% for the year earlier period. Store payroll hours

were well managed throughout the year and the increase in productivity was offset
by a slight increase in hourly rates. Marketing expenses during fiscal 2003 increased
$8.4 million over fiscal 2002, but remained flat at 4.5% of sales for both periods. Store
supplies and equipment rental for the year increased $1.5 million, a decrease of
approximately 25 basis points as a percentage of sales from fiscal 2002, primarily as
aresult of a redesigned program for bags, boxes and tissue that was implemented in
the first quarter of 2003. Non-variable selling, general and administrative expenses
increased $14.5 million in fiscal 2003, yet decreased 30 basis points as a percentage
of sales. Home office payroll, including bonus, increased $9.6 million, representing

a 10 basis points increase as a percentage of sales. This increase was principally

the result of higher corporate bonus accruals for fiscal 2003 compared to last year
because of increased profits compared to bonus plan amounts. All other selling, gen-
eral and administrarive expenses for the year-to-date period increased $4.9 million

and declined 40 basis points as a percentage of sales.

Depreciation and amortization for fiscal 2003 was $46.4 million, representing an
increase of $3.6 million over last year’s $42.8 million. This increase was primarily
the result of the increase in capital expenditures during fiscal 2003 related to new
store openings and information systems technology. These increases were partially
offset by a reduction in depreciation expense for certain assets which became fully
depreciated during the year and for Company-owned stores, which were sold and

leased back.

In fiscal 2003, operating income improved to $204.7 million, or 11.7% of sales, from
$158.8 million, or 10.3% of sales, in fiscal 2002, an increase of 28.9% or $45.8 million.

Interest income increased slightly to $3.0 million during fiscal 2003 compared to
$2.5 million in fiscal 2002. Although the Company had much higher average cash
and short-term investment balances this year, average interest rates were lower,
which resulted in only a slight increase in income on short-term investments.

Interest expense remained consistent at $2.3 million for both fiscal 2003 and 2002.

The Company’s effective tax rate remained constant at 37% of income before income
taxes for both fiscal 2003 and 2002.

Net income in fiscal 2003 was $129.4 million, or $1.36 per share on a diluted basis,
an increase of $29.2 million or 29.1% as compared to fiscal 2002’s net income of
$100.2 million, or $1.04 per share on a diluted basis. Net income, as a percentage
of sales, improved from 6.5% in fiscal 2002 to 7.4% in fiscal 2003.

FISCAL YEARS ENDED MARCH 2, 2002 AND MARCH 3, 2001

During the 52-week period of fiscal 2002, net sales increased $137.1 million, or
9.7%, to $1,548.6 million. Net sales for the 53-week period of fiscal 2001 were
$1,411.5 million. Comparable store sales for fiscal 2002 improved 4.5% over the
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

(continued)

Gross profit, after related buying and store occupancy costs, expressed as a percent-
age of sales, was 42.0% for fiscal 2002 compared to 42.1% in fiscal 2001. Merchandise
margins for fiscal year 2002 were 54.2%, relatively flat when compared to the prior
fiscal year. Although sales in the first half of fiscal 2002 consisted of more promotional
merchandise as a result of soft economic conditions, the second half of fiscal 2002
yielded sales with a more favorable blend of regular-priced merchandise and
promotional items and merchandise margins rebounded accordingly. Store
occupancy costs were 12.3% of sales in fiscal 2002 versus 12.1% of sales in fiscal
2001. This increase was primarily attributable to the effect of leveraging fixed
occupancy costs over an additional week of sales in fiscal year 2001 versus fiscal
year 2002. This increase was also the result of additional store rental expense due

to the sale and subsequent leaseback of six store properties previously owned by

the Company. These sale-leaseback transactions also resulted, although to a lesser
extent, in a reduction of depreciation expense, which is not classified as a compo-

nent of store occupancy costs.

As a percentage of sales, selling, general and administrative expenses, including
marketing, increased 60 basis points to 28.9% of sales for fiscal year 2002 from 28.3%
of sales in fiscal 2001. Expenses that normally increase proportionately with sales
and number of stores, such as store payroll, equipment rental, supplies and market-
ing expenses, were well controlled and declined 50 basis points to 19.7% of sales.
Store payroll decreased 20 basis points as a percentage of sales, which was largely
the result of a decrease in store bonuses that were awarded based on sales gains over
the prior year. Marketing as a percentage of sales decreased 10 basis points, to 4.5%
of sales, due to lower television advertising rates negotiated by the Company. All
other selling, general and administrative expenses increased 110 basis points to
9.3% of sales for the fiscal year. These increases were largely the result of increases

in non-store payroll, medical insurance costs, workers’ compensation, and general

insurance expenses, and the impact of Cargokids’ expenditures in fiscal 2002 with
no corresponding expense in fiscal 2001. The increases in non-store payroll resulted
primarily from an enhancement to the field management structure in the first

quarter of fiscal 2002 to provide for future growth.

Depreciation and amortization expense for fiscal 2002 was $42.8 million, or 2.8%
of sales, compared to $43.2 million, or 3.1% of sales, in the prior fiscal year. The
decrease was primarily the result of store point of sale equipment, which became
fully depreciated in March 2001, along with the sale of eight store properties previ-

ously owned, six of which were subsequently leased back by the Company.

Operating income improved to $158.8 million, or 10.3% of sales, in fiscal 2002 from
$151.5 million, or 10.7% of sales, in fiscal 2001.

Interest income increased $0.6 million, or 10 basis points as a percentage of sales,
to $2.5 million due to considerably higher average cash and investment balances
during fiscal 2002 compared to the prior fiscal year, partially offset by a decrease in
interest rates. Interest expense was $2.3 million in fiscal year 2002 compared to
$3.1 million in fiscal year 2001, a 10 basis point reduction. The decline in interest
expense was due to lower average interest rates on a relatively fixed long-term debt
balance along with no borrowings under the Company’s revolving credit facility
during fiscal 2002 compared to several months of outstanding balances on the

revolver during fiscal 2001.

The Company’s effective tax rate remained constant at 37% of income before income
taxes for both fiscal 2002 and 2001.

Fiscal 2002 net income totaled $100.2 million, representing 6.5% of sales, or $1.04
per share on a diluted basis. In fiscal 2001, net income was 6.7% of sales and totaled

$94.7 million, or $.97 per share on a diluted basis.
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Pier 1 Imports, Inc.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
(continued)

its quarterly cash dividend to $.06 per share from $.05 per share. Subsequent to the
end of fiscal 2003, the Company declared a quarterly cash dividend of $.06 per share
payable on May 21, 2003 to shareholders of record on May 7, 2003. The Company
expects to continue to pay cash dividends in fiscal 2004, but to retain most of its
future earnings for expansion of the Company’s business. Other financing activities,
primarily the exercise of stock options by employees, provided cash of $17.3 million
during fiscal 2003.

For fiscal 2003, the Company’s sources of working capital were cash flow from
operations, sales of proprietary credit card receivables and bank lines of credit. The
bank facilities include a $125 million credit facility, all of which was available at fiscal
2003 year-end. The Company had no borrowings on this facility during fiscal 2003.
The facility expires in November 2003 and the Company expects to renew this facility
or replace it with a comparable facility before its expiration. Additionally, the
Company has a $120 million short-term line of credit, which is primarily used

to issue merchandise letters of credit. At fiscal 2003 year-end, approximately

$59.9 million had been utilized, leaving $60.1 million available. The Company also
has $36.5 million in credit lines used to issue other special-purpose letters of credit,
all of which were fully utilized at fiscal 2003 year-end. Of the $36.5 million in special-
purpose letters of credit, $25.6 million related to the Company’s industrial revenue
bonds. See Note 5 of the Notes to Consolidated Financial Statermments. Most of the
Company's loan agreements require the Company to maintain certain financial
ratios and limit certain investments and distributions to shareholders, including
cash dividends and repurchases of common stock. The Company’s current ratio

was 2.7 to 1 at fiscal 2003 year-end compared to 2.9 to 1 at fiscal 2002 year-end.

A summary of the Company’s contractual cash commitments and other commercial

commitments as of March 1, 2003 is listed below (in thousands):

Amount of Commitment
Expiration Per Period

Less Than 1to3 3to5 MoreThan
Total 1 Year Years Years 5 Years

Operating leases . ..... $1,262,321 $185,169 $340,193 $279,798 $457,161
Merchandise letters

ofcredit ........... 59,856 59,856 - - -
Standby letters

ofcredit ........... 36,508 36,508 - - -
Long-termdebt....... 25,393 393 - - 25,000
Total ................. $1,384,078 $281,926 $340,193 $279,798 $482,161

The present value of total existing minimum operating lease commitments
discounted at 10% was $837.7 million at fiscal 2003 year-end. The Company plans
to continue to fund these commitments from cash generated from the operations

of the Company.

The Company’s securitization transaction provides a portion of its funding, with a
face amount of outstanding debt securities (the Class A Certificates) assumed by
third parties of $100 million. The Company does not provide recourse to third-party
investors that purchase the debt securities issued by the Pier 1 Imports Credit Card
Master Trust (the “Master Trust”). However, should the balance of the underlying

credit card receivables held by the Master Trust decline to a level that the Class A
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Pier 1 Ymports, Inc.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

{continued)

factors that are believed to be reasonable under the circumstances, the results of
which form the basis for the Company’s conclusions. The Company continually
evaluates the information used to make these estimates as the business and the
economic environment changes. Actual results may differ from these estimates
under different assumptions or conditions. The use of estimates is pervasive
throughout the consolidated financial statements, but the accounting policies

and estimates considered most critical are as follows:

Revenue recognition - The Company recognizes revenue upon customer receipt

or delivery for retail sales, including sales under deferred payment promotions on

its proprietary credit card. Credit card receivable deferrals are for approximately

90 days and have historically resulted in no significant increases in bad debt losses
arising from such receivables. Revenue from gift cards and gift certificates is deferred
until redemption. The Company records an allowance for estimated merchandise
returns based on historical experience and other known factors. Should actual
returns differ from the Company’s estimates and current provision for merchandise

returns, revisions to the estimated merchandise returns may be required.

Comparable store sales - Stores included in the comparable store sales {sometimes
referred to as “same-store” sales) calculation are those stores that were opened prior
to the beginning of the preceding fiscal year and are still open. Also included are
stores that were relocated during the year within a specified distance serving the
same market, where there is not a significant change in store size and where there is
not a significant overlap or gap in timing between the opening of one store and the
closing of the existing store. Stores that are expanded or renovated are excluded from
the comparable store sales calculation during the period they are closed for such
remodeling. When these stores re-open for business, they are included in the com-
parable store sales calculation in the first full month after the re-opening if there is

no significant change in store size. If there is a significant change in store size, the

store continues to be excluded from the calculation until it meets the Company’s
established definition of a comparable store. Sales over the Internet are included
and clearance stores are omitted from the comparable store sales calculation. Also,
Cargokids was not included in the operations of the Company for fiscal 2001 and

was not included in the comparable store sales calculation for fiscal 2002.

Beneficial interest in securitized receivables - The Company securitizes its entire
portfolio of proprietary credit card receivables. During fiscal 2003, 2002 and 2001,
the Company sold all of its proprietary credit card receivables, except those that
failed certain eligibility requirements, to a special-purpose wholly owned subsidiary,
Pier 1 Funding, LLC (“Funding”)}, which transferred the receivables to the Pier 1
Imports Credit Card Master Trust (the “Master Trust”). Neither Funding nor the
Master Trust is consolidated by the Company as they meet the requirements of
qualifying special-purpose entities under Statement of Financial Accounting
Standards No. 140. The Master Trust issues beneficial interests that represent
undivided interests in the assets of the Master Trust consisting of the transferred
receivables and all cash flows from collections of such receivables. The beneficial
interests include certain interests retained by Funding, which are represented by
Class B Certificates, and the residual interest in the Master Trust (the excess of the
principal amount of receivables held in the Master Trust over the portion repre-

sented by the certificates sold to third-party investors and the Class B Certificates).

Gain or loss on the sale of receivables depends in part on the previous carrying
amount of the financial assets involved in the transfer, allocated between the assets
sold and the retained interests based on their relative fair value at the date of rransfer.
A servicing asset or liability was not recognized in the Company’s credit card securi-
tizations {and thus was not considered in the gain or loss computation) since the
Company received adequate compensation relative to current market pricing to

service the receivables sold.
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Pier 1 Imports, Inc.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

(continued)

Income taxes ~ The Company records income tax expense using the liability method
for taxes. The Company is subject to income tax in many jurisdictions, including the
United States, various states and localities, and foreign countries. The process of
determining tax expense by jurisdiction involves the calculation of actual current
tax expense, together with the assessment of deferred tax expense resulting from
differing treatment of items for tax and financial accounting purposes. Deferred tax
assets and liabilities are recorded in the Company’s consolidated balance sheets.

A valuation allowance is recorded to reduce the carrying amounts of deferred tax
assets unless it is more likely than not that such assets will be realized. If different
assumptions had been used, the Company’s tax expense, assets and liabilities could
have varied from recorded amounts. If actual results differ from estimated results or
if the Company adjusts these assumptions in the future, the Company may need to

adjust its deferred tax assets or liabilities, which could impact its effective tax rate.

In accordance with Accounting Principles Board Opinion No. 23, deferred federal
income taxes, net of applicable foreign tax credits, are not provided on the undis-
tributed earnings of foreign subsidiaries to the extent the Company intends to
permanently reinvest such earnings abroad. The Company intends these earnings
to be indefinitely reinvested in international operations. If future events require

that certain assets associated with these earnings be repatriated to the United States,
an additional tax provision will be required. Determination of the amount of
additional taxes that would be payable if such earnings were not considered
indefinitely reinvested is not practical due to the complexities in tax laws and

the assumptions that would have to be made.

MARKET RISK DISCLOSURES

Market risks relating to the Company’s operations result primarily from changes

in foreign exchange rates and interest rates. The Company has only limited involve-
ment with derivative financial instruments, does not use them for trading purposes

and is not a party to any leveraged derivatives.

The Company periodically enters into forward foreign currency exchange contracts.
The Company uses such contracts to hedge exposures to changes in foreign currency
exchange rates associated with purchases denominated in foreign currencies,
primarily euros and British pounds. The Company also uses contracts to hedge

its exposure associated with repatriation of funds from its Canadian operations.
Changes in the fair value of the derivatives are included in the Company’s consoli-
dated statements of operations as such contracts are not designated as hedges
under Statement of Financial Accounting Standards No. 133. Forward contracts,
which hedge merchandise purchases, generally have maturities not exceeding

six months, and contracts which hedge the repatriation of Canadian funds have
maturities not exceeding eighteen months. At March 1, 2003, the notional amount
of the Company’s forward foreign currency exchange contracts and contracts to
hedge its exposure associated with the repatriation of Canadian funds totaled

approximately 1.5 million euros and 9.0 million Canadian dollars, respectively.

The Company manages its exposure to changes in interest rates by optimizing the
use of variable and fixed rate debt. The Company had $25.0 million of variable rate
borrowings at March 1, 2003. A hypothetical 10% adverse change in interest rates

would have a negligible impact on the Company’s earnings and cash flows.

Collectively, the Company’s exposure to these market risk factors was not significant
and did not materially change from March 2, 2002.

IMPACT OF INFLATION AND CHANGING PRICES
Inflation has not had a significant impact on the operations of the Company during

the preceding three years.

IMPACT OF NEW ACCOUNTING STANDARDS

In the first quarter of fiscal 2003, the Company adopted Statement of Financial
Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets,”
which superseded Accounting Principles Board (‘APB”) Opinion No. 17, “Intangible
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Pier 1 Imports, Inc.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
(continued)

based compensation and the effect of the method used on reported results in both
annual and interim financial statements. The transition and annual disclosure
provisions of SFAS No. 148 are effective for fiscal years ending after Decemnber 15,
2002. The interim disclosure provisions are effective for financial reports containing
financial statements for interim periods beginning after December 15, 2002. The
Company has adopted the annual disclosure provisions of SFAS No. 148 and
enhanced its disclosures related to the accounting for stock-based employee com-

pensation. See Note 1 and Note 7 of the Notes to Consolidated Financial Statements.

In January 2003, the FASB issued Financial Interpretation No. 46, “Consolidation of

Variable Interest Entities” (“FIN 46”). This interpretation addresses consolidation by

business enterprises of variable interest entities with certain defined characteristics.

This interpretation applies to the first fiscal year or interim period beginning after
June 15, 2003 to variable interest entities in which an enterprise holds a variable
interest created or obtained before February 1, 2003. For variable interest entities
created after January 31, 2003, the consolidation requirement provisions of FIN 46
shall be applied immediately. The Company has no variable interest entities that
would be subject to the consolidation provisions of FIN 46 and thus will not have
an impact on its consolidated balance sheets or its statements of operations, share-

holders’ equity or cash flows.

FORWARD-LOOKING STATEMENTS

Certain matters discussed in this annual report, other than historical information,
may constitute “forward-looking statements” that are subject to certain risks

and uncertainties that could cause actual results to differ materially from those

described in the forward-looking statements. The Company may also make

forward-looking statements in other reports filed with the Securities and Exchange
Commission and in material delivered to the Company’s shareholders. Forward-
looking statements provide current expectations of future events based on certain
assumptions. These statements encompass information that does not directly relate

to any historical or current fact and often may be identified with words such as

"o ” o« ” g

estimates,” “intends,

» o ” u

“anticipates,” “believes,” “expects, plans,” “projects” and
other similar expressions. Management’s expectations and assumptions regarding
planned store openings, financing of Company obligations from operations and
other future results are subject to risks, uncertainties and other factors that could
cause actual results to differ materially from the anticipated results or other
expectations expressed in the forward-looking statements. Risks and uncertainties
that may affect Company operations and performance include, among others, the
effects of terrorist attacks or other acts of war, the war with Iraq and its duration,
further conflicts in the Middle East, labor strikes, weather conditions that may aftect
sales, the general strength of the economy and levels of consumer spending, the
availability of new sites for expansion along with sufficient labor to facilitate growth,
the strength of new home construction and sales of existing homes, the ability of
the Company to import merchandise from foreign countries without significantly
restrictive tariffs, duties or quotas and the ability of the Company to source, ship
and deliver items from foreign countries to its U.S. distribution centers at reasonable
prices and rates and in a timely fashion. The foregoing risks and uncertainties are in
addition to others discussed elsewhere in this annual report. The Company assumes
no obligation to update or otherwise revise its forward-looking statements even if
experience or future changes make it clear that any projected results expressed or

implied will not be realized.
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Pier 1 Imports, Inc.

CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands except per share amounnts)

Nt SAlES .. e

Operating costs and expenses:
Cost of sales (including buying and store occupancy costs) . ..., ..
Selling, general and administrative eXpenses . .......... ...ttt i
Depreciation and amoOrtization . ... ...ttt e e it

Operating inCome . ...ttt e T

Nonoperating (income) and expenses:
Interest and iNVeStMENT INCOIMIE . . ... ... e et e ettt e eeaeees
Interest expense ........

Income before iINCOME LaXeS ... ... ... it e e e e e e e e e e
Lo oA T T I () a1 p o0 o g LT (1 J
Netincome ..........c.couiiiiniinnennn. FR OO R

Earnings per share:

Basic ......... ... o oo e B e
Diluted ... e
Dividends declared per share .. ... .. e T

Average shares outstanding during period:
Basic .......... ... L. e .

DAluted ...

The accompanying notes are an integral part of these financial statements.

Year Ended

2003
$ 1,754,867

1,001,462
502,319
46,432

1,550,213

204,654

(3,047)
2,327

(720)
205,374
75,988

$ 129,386

$ 1.39

92,871

—_—

95,305

2002

$ 1,548,556

898,795
448,127
42,821

1,389,743

158,813

(2,484)
2,300

(184)
158,997
58,788

$ 100,209

$ 1.06

94,414

96,185

2001

$1,411,498

817,043
399,755
43,184

1,259,982

151,516

(1,854)
3,130

1,276
150,240
55,590

$ 94,650

Sl

.98

Lé

9

3
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Pier 1 Imports, Inc.

The accompanying notes are an integral part of these financial statements.

CONSOLIDATED STATEMENTS OF CASH FLOWS Year Ended
(in thousands except share amounts) 2003 2002 2001
CASH FLOW FROM OPERATING ACTIVITIES:
NEUINCOIMIE . Lttt et e e e e e e et e $ 129,386 $ 100,209 $ 94,650
Adjustments to reconcile to net cash provided by operating activities:
Depreciation and amortization .. ........ ... . i e 46,432 42,821 43,184
Loss on disposal of fixed assets ... ... .. i e 3,311 4,205 6,514
Deferred compensation .. ... ... ... e 4,484 3,697 2,072
Deferred taxes . . . ... ..o 18,748 (2,238) 735
Tax benefit from options exercised by employees ......... ... ... . . i 6,867 628 1,494
Other ... O e 10,679 3,523 2,959
Change in cash from:
LT3 6 10 o 1= (57,917) 34,804 (39,127)
Other accounts receivable and other current assets . .... ... .. ... .ttt (14,362) (8,213) (5,847)
Accounts payable and accrued expenses .. ... ... e 29,819 65,420 4,786
Other NOTICUITENT @SSEES . . . ot ettt et ettt et et et e e e e ettt e et (759) (32) (3,521)
Other noncurrent Habilities . .. ... . o e e e e e (500) (500) (390)
Net cash provided by operating activities . ........ .. .. . . i 176,188 244,324 107,509
CASH FLOW FROM INVESTING ACTIVITIES:
Capital expenditures .. ... ... ... . e e e et s (99,042) (57,925) (42,745)
Proceeds from disposition of properties . ....... ... .. i e 6,330 16,682 353
Acquisitions, netof cashacquired .. ... .. ... L - - (3,917)
Beneficial interest in securitized receivables ... .. ... . . . e 4,082 30,783 (21,583)
Net cash used in investing activities ....... e e e PR (88,630) (10,460) (67,892)
CASH FLOW FROM FINANCING ACTIVITIES:
Cashdividends ............... ... . ... ... P (19,520) (15,134} (14,494)
Purchases of treasury stOCK .. .. ... .. e (78,474) (44,137) (34,270)
Proceeds from stock options exercised, stock purchase plan and other,net ....................... 17,305 13,463 5,627
Borrowings under long-termdebt .. . ... .. - 712 82,500
Repayments of long-termdebt . ... .. ... . (364) - (82,515)
Net cash used in financing activities . .......... . i e (81,053) (45,096) (43,152)
Change in cash and cash equivalents ........ ... .. . . . 6,505 188,768 (3,535)
Cash and cash equivalents at beginningofyear ...... .. ... .. ... .. 235,609 46,841 50,376
Cash and cash equivalentsatend of year .. ... .. . $242,114 $ 235,609 $ 46,841
Supplemental cash flow information:
Interest paid ... ... s $ 2,065 $ 2,493 $ 3171
Incometaxes paid .. ... ... e $ 54,711 $ 35951 $ 58,302

During fiscal 2001, the Company issued 4,764,450 shares of its common stock upon the conversion of $39,164,000 principal amount of 5Y4% convertible subordinated notes.
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization - Pier 1 Imports, Inc. is one of North America’s largest specialty retailers
of imported decorative home furnishings, gifts and related items, with retail stores
located in the United States, Canada, Puerto Rico, the United Kingdom and Mexico.
Concentrations of risk with respect to sourcing the Company’s inventory purchases
are limited due to the large number of vendors or suppliers and their geographic
dispersion around the world. The Company sells merchandise imported from over
40 different countries, with 35% of its sales derived from merchandise produced in
China, 11% derived from merchandise preduced in India and 28% derived from
merchandise produced in Indonesia, Thailand, Brazil, Italy, the Philippines and
Mexico. The remaining 26% of sales was from merchandise produced in various
Asian, European, Central American, South American and African countries or was

obtained from U.S. manufacturers.

Basis of consolidation - The consolidated financial statements of Pier 1 Imports,
Inc. and its consolidated subsidiaries (the “Company”) include the accounts of all
subsidiary companies except Pier 1 Funding, LLC, which is a non-consolidated,
bankruptcy remote, securitization subsidiary. See Note 2 of the Notes to Consolidated
Financial Statements. Material intercompany transactions and balances have

been eliminated.

Acquisitions — The Company, through a newly-formed subsidiary, New Cargo
Furniture, Inc. (“Cargokids”), completed its acquisition of certain assets and
assumption of certain liabilities of Cargo Furniture, Inc. for $3,931,000, including
cash acquired, on February 21, 2001. This acquisition had no significant effect on
the Company’s fiscal 2001 operations. Cargokids is a retailer and wholesaler of chil-
dren’s furniture, gifts and accessories. This acquisition was accounted for under the
purchase method of accounting, and ultimately resulted in goodwill of $4,386,000,
which was amortized using the straight-line method over 20 years through fiscal

2002, at which time amortization ceased due to the adoption of Statement of

Financial Accounting Standards (“SFAS”) No. 142. The pro forma effect on the

Company’s results of operations, as if the acquisition had been completed at the
beginning of fiscal 2001, was not significant. Cargokids’ operations for fiscal 2003

and 2002 are fully consolidated with the Company’s results.

Use of estimates - Preparation of the financial staternents in conformity with
accounting principles generally accepted in the United States requires management
to make estimates and assumptions that affect the amounts reported in the financial

statements and accompanying notes. Actual results could differ from those estimates.

Reclassifications — Certain reclassifications have been made in the prior years’
consolidated financial statements to conform to the fiscal 2003 presentation. These
reclassifications had no effect on net income, total assets, total liabilities or share-

holders’ equity as previously reported.

Fiscal periods - The Company utilizes 5-4-4 (week) quarterly accounting periods
with the fiscal year ending on the Saturday nearest the last day of February. Fiscal
2003 and 2002 consisted of 52-week years and fiscal 2001 was a 53-week year. Fiscal
2003 ended March 1, 2003, fiscal 2002 ended March 2, 2002 and fiscal 2001 ended
March 3, 2001.

Cash and cash equivalents —- The Company considers all highly liquid investments
with an original maturity date of three months or less to be cash equivalents. The

effect of foreign currency exchange rate fluctuations on cash is not material.

Translation of foreign currencies — Assets and liabilities of foreign operations are
translated into U.S. dollars at fiscal year-end exchange rates. Income and expense
items are translated at average exchange rates prevailing during the year. Translation
adjustments arising from differences in exchange rates from period to period are
included as a separate component of shareholders’ equity and are included in other
comprehensive income. As of March 1, 2003, March 2, 2002 and March 3, 2001, the
Company had balances of $1,301,000, $4,702,000 and $3,115,000, respectively, in
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

and expected payment within a six-month period using a discount rate of 15% to
calculate the present value of the future cash flows. A sensitivity analysis performed
assuming a hypothetical 20% adverse change in both interest rates and credit losses
resulted in an immaterial impact on the fair value of the Company’s beneficial
interest. Although not anticipated by the Company, a significant deterioration in
the financial condition of the Company’s credit card holders, interest rates, or other
economic conditions could result in other than temporary losses on the beneficial

interest in future periods.

Inventories — Inventories are comprised of finished merchandise and are stated at
the lower of average cost or market, cost being determined on a weighted average

inventory method. Cost is calculated based upon the actual landed cost of an item
at the time it is received in the Company’s warehouse using actual vendor invoices

and also includes the cost of warehousing and transporting product to the stores.

Properties, maintenance and repairs — Buildings, equipment, furniture and fixtures,
and leasehold improvements are carried at cost less accumulated depreciation.
Depreciation is computed using the straight-line method over estimated remaining
useful lives of the assets, generally thirty years for buildings and three to ten years
for equipment, furniture and fixtures. Depreciation of improvements to leased
properties is based upan the shorter of the remaining primary lease term or the
estimated useful lives of such assets. Depreciation costs were $45,011,000,
$41,047,000 and $41,882,000 in fiscal 2003, 2002 and 2001, respectively.

Expenditures for maintenance, repairs and renewals that do not materially prolong
the original useful lives of the assels are charged to expense as incurred. 1n the case
of disposals, assets and the related depreciation are removed from the accounts and

the net amount, less proceeds from disposal, is credited or charged to income.

Revenue recognition — Revenue is recognized upon customer receipt or delivery
for retail sales, including sales under deferred payment promotions on the
Company’s proprietary credit card. An allowance has been established to provide
for estimated merchandise returns. Revenue from gift cards and gift certificates is

deferred until redemption.

Advertising costs - Advertising costs are expensed the first time the advertising takes
place. Advertising costs were $72,256,000, $64,414,000 and $59,721,000 in fiscal 2003,
2002 and 2001, respectively. Prepaid advertising at the end of fiscal years 2003 and
2002 was $3,682,000 and $2,303,000, respectively, consisting primarily of production
costs for television commercials and related talent fees for advertisements planned

to air in late spring and early fall.

Income taxes — The Company records income tax expense using the liability method
for taxes. Under this method, deferred tax assets and liabilities are recognized based
on differences between financial statement and tax bases of assets and liabilities
using presently enacted tax rates. A valuation allowance is recorded to reduce the
carrying amounts of deferred tax assets unless it is more likely than not that such
assets will be realized. Deferred federal income taxes, net of applicable foreign tax
credits, are not provided on the undistributed earnings of foreign subsidiaries to the

extent the Company intends to permanently reinvest such earnings abroad.

Stock-based compensation - The Company grants stock options and restricted
stock for a fixed number of shares to employees with stock option exercise prices
equal to the fair market value of the shares on the date of grant. The Company
accounts for stock option grants and restricted stock grants under the intrinsic value
method in accordance with Accounting Principles Board (“APB”) Opinion No. 25,
“Accounting for Stock Issued to Employees,” and, accordingly, recognizes no

compensation expense for the stock option grants.
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

with finite useful lives be amortized and that goodwill and intangible assets with
indefinite lives will not be amortized, but will rather be tested for impairment upon
adoption and on an annual basis thereafter. The Company completed the transi-
tional and annual impairment tests during fiscal 2003 and concluded that goodwill
was not impaired. The adoption of SFAS No. 142 during the first quarter of fiscal 2003
did not have a material impact on the Company’s consolidated balance sheets or its
statements of operations, shareholders’ equity and cash flows. Both the Company’s
goodwill and intangible assets with finite useful lives had immaterial balances as of
March 1, 2003 and March 2, 2002. The impact of the non-amortization provisions of
SFAS No. 142, if applied at the beginning of fiscal year 2001, would have resulted in
net income for fiscal 2002 and 2001 of $100,499,000 and $94,740,000 versus reported
net income of $100,209,000 and $94,650,000, respectively. Basic earnings per share
would have remained at $1.06 and $.98 and diluted earnings per share would have
remained at $1.04 and $.97 for fiscal 2002 and fiscal 2001, respectively.

In the first quarter of fiscal 2003, the Company also adopted SFAS No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets,” which replaced
SFAS No. 121, “Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to Be Disposed Of.” SFAS No. 144 retains the fundamental provisions

of SFAS No. 121 with additional guidance on estimating cash flows when performing
a recoverability test, requires that a long-lived asset to be disposed of, other than

by sale, be classified as “held and used” until it is disposed of and establishes more
restrictive criteria to classify an asset as “held for sale.” SFAS No. 144 also supersedes
APB Opinion No. 30, “Reporting the Results of Operations — Reporting the Effects of
Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions,” regarding the disposal of a segment of a business
and extends the reporting of a discontinued operation to a “component of an entity”
and requires the operating losses thereon to be recognized in the period in which

they occur. The adoption of SFAS No. 144 did not have a material impact on the

Company’s consolidated balance sheets or its statements of operations, shareholders’

equity and cash flows.

In June 2002, the Financial Accounting Standards Board (“FASB”) issued SFAS
No. 146, “Accounting for Costs Associated with Exit or Disposal Activities.” SFAS
No. 146 requires that certain costs associated with exit or disposal activities be
recognized when incurred rather than at the date of commitment to an exit or
disposal plan. This statement also nullifies the guidance in Emerging Issues Task
Force Issue No. 94-3, “Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (inchuding Certain Costs Incurred in
a Restructuring).” The provisions of SFAS No. 146 are effective for exit or disposal
activities initiated after December 31, 2002. The adoption of SFAS No. 146 did not
have a material impact on the Company’s consolidated balance sheets or its

statements of operations, shareholders’ equity and cash flows.

In December 2002, the FASB issued Statement No. 148, “Accounting for Stock-
Based Compensation — Transition and Disclosure, an Amendment of FASB
Statement No. 123.” SFAS No. 148 amends SFAS No. 123, “Accounting for Stock-Based
Compensation,” to provide alternative methods of transition for a voluntary change
to the fair value method of accounting for stock-based employee compensation.

In addition, SFAS No. 148 amends the disclosure requirements of SFAS No. 123 to
require more prominent disclosures about the method of accounting for stock-
based compensation and the effect of the method used on reported results in both
annual and interim financial statements. The transition and annual disclosure
provisions of SFAS No. 148 are effective for fiscal years ending after December 15,
2002. The interim disclosure provisions are effective for financial reports containing
financial statements for interim periods beginning after December 15, 2002. The
Company has adopted the annual disclosure provisions of SFAS No. 148 and
enhanced disclosures related to the accounting for stock-based employee com-
pensation are provided above and in Note 7 of the Notes to the Consolidated

Financial Statements.
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

Funding was capitalized by the Company as a special-purpose wholly-owned sub-
sidiary and is subject to certain covenants and restrictions, including a restriction
from engaging in any business or activity unrelated to acquiring and selling interests
in receivables. The Master Trust issues beneficial interests that represent undivided
interests in the assets of the Master Trust. Neither Funding nor the Master Trust is
consolidated in the Company’s financial statements. Under generally accepted
accounting principles, if the structure of a securitization meets certain require-
ments, such transactions are accounted for as sales of receivables. As the Company’s
securitizations met such requirements, they were accounted for as sales. Gains or
losses resulting from the sales of Receivables were not material during fiscal 2003,
2002 or 2001. The Company’s exposure to deterioration in the performance of the
Receivables is limited to its retained beneficial interest in the Master Trust. As such,
the Company has no corporate obligation to reimburse Funding, the Master Trust
or purchasers of any certificates issued by the Master Trust for credit losses from

the Receivables.

In the initial securitization, the Company sold all of its Receivables to Funding,
which transferred the Receivables to the Master Trust. The Master Trust then sold
$50.0 million of Series 1997-1 Class A Certificates to third parties, which bore interest
at 6.74% and were scheduled to mature in May 2002. Funding retained $14.1 million
of Series 1997-1 Class B Certificates issued by the Master Trust, which were subordi-
nated to the Class A Certificates. Funding also retained the residual interest in the
Master Trust. In exchange for its Receivables, the Company received cash and a

beneficial interest in the Master Trust, which were passed through Funding.

In September 2001, the Master Trust negotiated the purchase of the $50.0 million in
Series 1997-1 Class A Certificates from their holders. Subsequently, the Master Trust
retired both the Series 1997-1 Class A and Class B Certificates in connection with the
issuance of $100.0 million in 2001-1 Class A Certificates to a third party. The 2001-1

Class A Certificates bear interest at a floating rate equal to the rate on commercial
paper issued by the third party plus a credit spread. As of March 1, 2003 and March 2,
2002, these rates were 1.3% and 1.8%, respectively. Funding continued to retain the
residual interest in the Master Trust and $9.3 million in 2001-1 Class B Certificates,

which are subordinated to the 2001-1 Class A Certificates and do not bear interest.

The 2001-1 Class A Certificates have a revolving period of 364 days, which can be
extended by mutual consent of Funding and the third-party holder, and expires in
September 2003. The Company does not provide recourse to third-party investors
that purchase these debt securities issued by the Master Trust. However, should the
balance of the underlying credit card receivables held by the Master Trust decline to
a level that the Class A Certificates were insufficiently collateralized, the Master Trust
would be contractually required to repay a portion of the Class A Certificates from
daily collections. At the end of fiscal 2003, the underlying credit card receivables
held by the Master Trust were $136.3 million and would have had to fall below
$117.5 million before a repayment would have been required. This repayment would
only be to the extent necessary to maintain the required ratio of receivables to the
Class A Certificates as set forth in the securitization agreement. In addition, should
the Master Trust be out of compliance with its required performance measures, such
as payment rate, returns and fraud, excess portfolio yield, and minimum transferor’s
interest, this would trigger an early amortization event. Such an event would require
the Master Trust to repay the Class A Certificates. These performance measures

would have to deteriorate significantly to result in such an early amortization event.

As a result of this securitization transaction in fiscal 2002, the Company effectively
sold a portion of its beneficial interest for net proceeds of $49.2 million. Cash flows
received by the Company from the Master Trust for each of the last three fiscal years

are as follows (in thousands):
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

In November 2001, the Company executed a note payable in the original principal
amount of £500,000. The note bears interest at 4.0% per annum and has a maturity
date of April 2003. Interest is payable in semiannual installments and principle is
payable in two installments; the first payment was made June 2002 and the final
payment is due April 2003. At March 1, 2003, the outstanding balance of this note
was $393,000.

Long-term debt matures as follows (in thousands):

Long-term
Fiscal Year Debt
2004 e $ 393
2000 e -
2006 .. -
2007 L e -
2008 e -
Thereafter ...... . . i i i 25,000
Totallong-termdebt ... ... ... ... .. . i $ 25393

The Company has a $125 million unsecured credit facility, all of which was available
at fiscal 2003 year-end. The interest rate on borrowings against this facility is deter-
mined based upon a spread from LIBOR that varies depending upon either the
Company’s senior debt rating or leverage ratio. The Company had no borrowings
under this facility during fiscal 2003 or fiscal 2002. The facility expires in November
2003 and the Company expects to renew this facility or replace it with a comparable

facility before its expiration.

The Company has a $120 million short-term line of credit, which is primarily used
to issue merchandise letters of credit. At fiscal 2003 year-end, approximately

$59.9 million had been utilized for letters of credit, leaving $60.1 million available.
The Company also has $36.5 million in credit lines used to issue other special-
purpose letters of credit, all of which were fully utilized at fiscal 2003 year-end.

Of the $36.5 million in special-purpose letters of credit, $25.6 million related to the
Company’s industrial revenue bonds.

Most of the Company’s loan agreements require that the Company maintain certain
financial ratios and limit specific payments and equity distributions including cash
dividends, loans to shareholders and repurchases of common stock. The Company

is in compliance with all debt covenants.

NOTE 6 - EMPLOYEE BENEFIT PLANS

The Company offers a qualified, defined contribution employee retirement plan to
all its full- and part-time personnel who are at least 18 years old and have been
employed for a minimum of six months. Employees contributing 1% to 5% of their
compensation receive a matching Company contribution of up to 3%. Company
contributions to the plan were $1,760,000, $1,734,000 and $1,790,000 in fiscal 2003,
2002 and 2001, respectively.

In addition, a non-qualified retirement savings plan is available for the purpose of
providing deferred compensation for certain employees whose benefits under the
qualified plan may be limited under Section 401(k} of the Internal Revenue Code.
The Company’s expense for this non-qualified plan was not significant for fiscal
2003, 2002 and 2001.
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

Net periodic benefit cost included the following actuarially determined components
during fiscal 2003, 2002 and 2001 (in thousands):

2003 2002 2001

Service cost . ... .. i $ 631 $ 569 $ 434

Interestcost ............. ... . ... 1,196 1,055 779
Amortization of unrecognized

prior service cost .............. 862 862 635
Amortization of net obligation

attransition . .................. - 2 : 2

$ 2,689 $ 2,488 $ 1,850

NOTE 7 - MATTERS CONCERNING SHAREHOLDERS' EQUITY

Stock purchase plan - Substantially all employees are eligible to participate in

the Pier 1 Imports, Inc. Stock Purchase Plan under which the Company’s common
stock is purchased on behalf of employees at market prices through regular payroll
deductions. Each participant may contribute up to 10% of the eligible portions of
compensation. The Company contributes from 10% to 100% of the participants’
contributions, depending upon length of participation and date of entry into the
plan. Company contributions to the plan were $1,078,000, $985,000 and $921,000
in fiscal years 2003, 2002 and 2001, respectively.

Restricted stock grant plans — In fiscal 1998, the Company issued 238,500 shares of
its common stock to key officers pursuant to a Management Restricted Stock Plan,
which provides for the issuance of up to 415,600 shares. The fiscal 1998 restricted
stock grant vested over a four-year period of continued employment. The fair value
at the date of grant of these restricted stock shares was expensed over the aforemen-

tioned vesting period. The fair value at the date of grant of the restricted shares

granted in fiscal 1998 was $3,000,000. Shares not vested were returned to the plan
if employment was terminated for any reason. To date, 107,184 shares have been

returned to the plan.

In fiscal 1991, the Company issued 726,804 shares of its common stock to key officers
pursuant to a Restricted Stock Grant Plan, which provided for the issuance of up to
1,037,214 shares. These shares vested, and the fair value at the date of grant was
expensed, over a ten-year period of continued employment. Unvested shares are
returned to the plan upon employment termination. As of March 1, 2003, 407,742
shares have been returned to the plan. In fiscal 2000, the Restricted Stock Grant Plan
was terminated by the Board of Directors and is no longer available for issuance of

common stock to key officers. The final vesting period was March 2000.

Total compensation expense for both restricted stock grant plans was $85,000 and
$216,000 for fiscal 2002 and 2001, respectively. There was no compensation expense
for either of these restricted stock grant plans in fiscal 2003.

Stock option plans — In June 1999, the Company adopted the Pier 1 Imports, Inc.
1999 Stock Plan (the “Plan”). The Plan will ultimately replace the Company's two
previous stock option plans, which were the 1989 Employee Stock Option Plan
(the “Employee Plan”) and the 1989 Non-Employee Director Stock Option Plan
(the “Director Plan”).

The Plan provides for the granting of options to directors and employees with an
exercise price not less than the fair market value of the common stock on the date of
the grant. Options may be either Incentive Stock Options authorized under Section
422 of the Internal Revenue Code or non-qualified options, which do not qualify as
Incentive Stock Options. Current director compensation provides for non-qualified

options covering 6,000 shares to be granted once each year to each non-employee
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

A summary of stock option transactions related to the stock option plans during the three fiscal years ended March 1, 2003 is as follows:

Weighted
Weighted Average Exercisable Shares
Average Fair Value Weighted
Exercise at Date Number of Average
Shares Price of Grant Shares Exercise Price
Outstanding at February 26, 2000 . ... ...ttt 6,049,207 $ 794 2,214,717 $ 7.28
Options granted . ... ...t e 1,589,000 10.49 $5.31
Options exercised . ... ... i e (569,326) 5.38
Options cancelled orexpired ....... ... .. . . (351,900) 8.47
Outstanding at March 3, 2001 . ... .. .. ... . e 6,716,981 8.73 2,809,406 8.07
Options granted .. ... . . 2,711,500 8.32 4.59
Oplions eXercised . ... ... ... (937,619) 7.06
Options cancelled orexpired ............ . it (314,125) 9.90
Outstanding at March 2, 2002 ... ... .. i e 8,176,737 8.74 3,245,662 8.81
Options granted .. ... ... .. i e 2,814,000 20.39 9.70
Options exercised . . ... ... o e (1,469,450) 8.66
Options cancelled orexpired ...... ... ... . i (275,250} 9.56
Outstanding at March 1, 2003 ... ... . . i 9,246,037 12.27 3,472,387 8.96
For shares outstanding at March 1, 2003:
Weighted Weighted
Weighted Average Average
Average Remaining Shares Exercise Price —
Total Exercise Contractual Currently Exercisable
Ranges of Exercise Prices Shares Price Life Exercisable Shares
$3.22 - BB.26 .+ 4,190,387 $ 7.29 7.04 1,930,687 $ 6.62
B8.50 - 18,50 . e e e 2,273,150 11.54 6.51 1,505,700 11.66

$20.38 - 321,00 ..o 2,782,500 20.39 9.57 36,000 21.00
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

Shares reserved for future issuances — As of March 1, 2003, the Company had

approximately 112,749,000 shares reserved for future issuances under the stock

plans and the share purchase rights plan.

NOTE 8 - INCOME TAXES

The provision for income taxes for each of the last three fiscal years consists of

{in thousands):

2003
Federal:
Current ....................... $52,175
Deferred ...................... 17,555
State:
Current . ...... ... 3,961
Deferred ...................... 1,068
Foreign:
Current ............. ... ..... 1,104
Deferred ...................... 125
$ 75,988

2002

$ 56,207
(2,110)

3,909
(128)

910

$ 58,788

2001

$ 50,455
583

3,368
152

1,032

$ 55,590

Deferred tax assets and liabilities at March 1, 2003 and March 2, 2002 are comprised

of the following (in thousands):

2003
Deferred tax assets:
Inventory ....... ... .. .. i $ -
Deferred compensation ...................... 12,840
Accrued averagerent ........................ 9,195
Losses on a foreign subsidiary ................ 4,228
Self insurance reserves ................c...... 3,485
Minimum pension liability adjustment .. .. ... .. 537
Foreign tax credit carryforward . . .............. 325
Other ... 1,357
31,967
Valuation allowance ........................... {4,678)
Total deferred tax assets . ..................... 27,289
Deferred tax liabilities:
Fixed assets, net..............coiiiiiunnnon.. (4,380)
Inventory ........ ... ... (18,047)
Total deferred tax liabilities ................... (22,427)
Net deferred taxassets ......................... $ 4,862

2002

$ 2,166
9,129
8,476
3,948
2,408

2,470
28,597
(3,948)

24,649

(1,577)

(1,577)

$23,072

The Company has settled and closed all Internal Revenue Service (“IRS”) examina-

tions of the Company’s tax returns for all years through fiscal 1999. An IRS audit of

fiscal years 2000 and 2001 began in the first quarter of fiscal year 2003. For financial

reporting purposes, a valuation allowance exists at March 1, 2003 to offset the net

deferred tax asset relating to the losses of a foreign subsidiary and foreign tax credit

carryforwards.
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Pier 1 Imports, Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(continued)

Rental expense incurred was $183,745,000, $159,461,000 and $144,035,000, including
contingent rentals of $816,000, $921,000 and $979,000, based upon a percentage of
sales, and net of sublease incomes totaling $507,000, $1,191,000 and $2,650,000 in
fiscal 2003, 2002 and 2001, respectively.

Legal matters — There are various claims, lawsuits, investigations and pending
actions against the Company and its subsidiaries incident to the operations of its
business. Liability, if any, associated with these matters is not determinable at
March 1, 2003; however, the Company considers them to be ordinary and routine

in nature. The Company maintains liability insurance against most of these claims.
While certain of the lawsuits involve substantial amounts, it is the opinion of
management, after consultation with counsel, that the ultimate resolution of such
litigation will not have a material adverse effect on the Company’s financial position,

results of operations or liquidity.

NOTE 10 - SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)
Summarized quarterly financial data for the years ended March 1, 2003 and March 2,

2002 are set forth below (in thousands except per share amounts):

Three Months Ended

Fiscal 2003 6/1/02 8/31/02 11/30/02 3/1/03

$ 384,429 410,902 438,501 521,035
$ 163,993 164,929 191,760 232,723

Netsales ..................
Grossprofit ................

Netincome ................ $ 22,181 22,073 31,100 54,032
Basic earnings per share ... .. $ .24 .24 .34 .59
Diluted earnings per share . . . $ .23 .23 .33 .57

Three Months Ended

Fiscal 2002 6/2/01 9/1/01 12/1/01 3/2/02

Netsales .................. $ 325,387 357,248 387,360 478,561
Grossprofit ................ $134914 137,539 165,408 211,900
Netincome ................ $ 12,345 13,802 25,046 49,016
Basic earnings per share ... .. $ 13 .15 .27 .53
Diluted earnings per share . .. $ 13 14 .26 .51
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